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BEFORE THE STATE BOARD OF EQUALIZATION
OF THE STATE OF CALI FORNI A

In the Matter of the Appeal of %
WESTERN MEDI CAL, LTD. )

For Appel | ant: B. Andrew Chapki s
Certified Public Accountant

For Respondent: George Bond
Counsel

OPI1 NI ON

This appeal is made pursuant to section 18593
of the Revenue and Taxation Code from the action of the
Franchi se Tax Board on the protest of Wstern Medical,
Ltd., agai nst proposed assessnents of additional fran-
chise tax in the amounts of $252.66, $568.30, and $262. 86
for the inconme years ended May 31, 1980, May 31, 1981,
and- May 31, 1982, respectively.
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Appeal of Western Medical, Ltd.

The question presented by this appeal is
whet her appel |l ant has shown that it was entitled to use
the reserve nmethod of accounting for its bad debts during
its income years ended in 1980, 1981, and 1982.

Appel I ant was incorporated as a California
corporation on Qctober 13, 1977, It had previously been
a sol e proprietorshinp.

No bad debt deductions were clained on appel -
lant's first franchise tax return, for the short income
year ended May 31, 1978, nor on its original return for
the income year ended May 31, 1979. However, appellant
later filed an amended return for the latter vyear,
claining a bad debt expense deduction of $20,859. There
was no nention nmade of a bad debt reserve or an addition
to a bad debt reserve.

On appellant's return for the incone year ended
May 31, 1980, appellant clainmed a bad debt deduction of
$12, 491. It also conpleted Schedule F, for bad debt
reserves, showing an addition to a bad debt reserve of
$3, 641, charges against the reserve of $905 and a bal ance
in the reserve of $2,736. The returns for the years
ended in 1981 and 1982 al so showed additions to a bad
debt reserve which were deduct ed.

Respondent determ ned that appellant had
elected to use the specific charge-off method of account-
ing for its bad debts in the years preceding those now on
appeal, that it had never requested or been granted the
right to change to the reserve nmethod, and, consequently,
that it could not use the reserve nethod of accounting
for its bad debts. Respondent, therefore, disallowed
appellant's clainmed bad debt deductions to the extent
that they exceeded the anpunts which actually becane
worthless in each of the appeal years. Appellant
contends that it has always used the reserve nethod of
accounting for its bad debts and, therefore, the bad debt
deductions should have been allowed as clai nmed.

Revenue and Taxation Code section 24348 all ows
a taxpayer to take a deduction for debts which actually
beconme worthless during the income year (the specific
charge-off nethod), "or, in the discretion of the
Franchi se Tax Board, a reasonable addition to a reserve
for bad debts." Respondent's determ nation regarding
additions to a bad debt reserve is entitled to great
wei ght because of the express discretion granted by the
statute. Therefore, the taxpayer's burden of proof is
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heavi er than that usually required to overturn a
deficiency assessnment. The taxpayer must not only show
that additions to the reserve were reasonable, but also
that respondent's action in disallow ng those additions
was arbitrary and amounted to an abuse of discretion.
(Appeal of HB Investnent, Inc., Cal. St. Bd. of Equal.
June 29, 198Z; Appeal of Brighfon Sand and G avel
Conpany, Cal. St. Bd. of Equal., Aug. 19, 1981.)

‘The regul ations under section 24348, in effect
for the incone years on appeal, provided, in pertinent
part:

A taxpayer filing a return of income for
the first 1ncome year for which it is entitled
to a bad debt deduction may sel ect either of
the two nmethods prescribed by [Revenue and
Taxation Code section 243481 for treating bad

debt s, but such selection is subject to the
approval of the Franchise Tax Board upon
exam nation of the return. If the method so
selected is approved, it shall be used in
returns for all subsequent incone years unless
the Franchi se Tax Board grants permi ssion to
use the other nmethod.

(Former Cal. Admin. Code, tit. 18, reg. 24348(d), subd
(2)(A), repealer filed Sept. 3, 1982 (Register 82, No.
37).)

Anot her of the regulations under this section
provi ded:

A taxpayer who has established the reserve
nmet hod of treating bad debts and has naintai ned
proper reserve accounts for bad debts or who,

I n accordance with subsection (2) of Reg.
24348(d), adopts the reserve nethod of treating
bad debts may deduct from gross incone a
reasonabl e addition to a reserve for bad debts
in lieu of deducting specific bad debt itens.

(Former Cal. Admn. Code, tit. 18, reg. 24348(g), subd.
(1), repealer filed Sept. 3, 1982 (Register 82, No.
37).)

Appel | ant has argued that it has always used
the reserve nethod of accounting for its bad debts and
has provi ded copies of general |edgers to show this.

However, the |edgers show only an entry titled "All owance
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for Bad Debt," with no balance entry. (App. Ex. A & B.)
We do not find this the type of evidence which convinces
us that appellant "established the reservenethod . .
and ... Mmaintained proper reserve accounts for bad
debts ..." as required- by forner regulation 24348(gQ),
subdi vi sion (1), supra.

The other method which allows a taxpayer to use
the reserve nmethod is the election of that nmethod. This
el ection nmust be made on the return "for the first income
year for which [the taxpayer] is entitled to a bad debt
‘deduction . ..."™ (Fornmer Cal. Admin. Code, tit. 18
reg. 24348(d), subd. (2)(A), supra.)

The first year that appellant was entitled to
claima bad debt deduction was the income year ended My
31, 1979. On its amended return for that year, appellant
clained a "bad debt expense" of $20,859 and did not
attach the schedule required for additions to bad debt
reserves. W do not think it was arbitrary or unreason-
able for respondent to conclude fromthis that appellant
had el ected the specific charge-off method at that tine.
Therefore, when appellant attenpted to deduct additions
to a bad debt reserve during the years on appeal w thout
havi ng been granted perm ssion to change its nethod of
accounting for bad debts, it was not an abuse of
discretion for respondent to disallow those. additions to
the extent that they exceeded appellant's actual'bad debt

expense for those years.

Appel ' ant having failed to carry its burden of
proof, we nust sustain respondent's action
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ORDER

Pursuant to the views expressed in the opinion
of the board on file in this proceeding, and good cause
appearing therefor,

| T I S HEREBY ORDERED, ADJUDGED AND DECREED
pursuant to section 18595 of the Revenue and Taxation
Code,, that the action of the Franchise Tax Board on the
protest of Western Medical, Ltd., against proposed
assessnments of additional franchise tax in the anobunts of
$252. 66, $568.30, and $262.86 for the income years ended
May 31, 1980, May 31, 1981, and May 31, 1982,
respectively, be and the sane is hereby sustained.

Done at Sacranento, California, this 14th day
of Novenber, 1984, by the State Board of Equalization,
with Board Menbers M. Nevins, M. Dronenburg, M. Collis
and M. Bennett present.

Ri chard Nevins . Chai rman
Ernest J. Dronenburg, Jr. , Menber
Conway H. Collis ., Menber
WIlliam M Bennett Nember
Menber
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